Foreign Economic Trends 
and Their Implications 
for the United States 


JANUARY 1990 
NEPAL 


FET 90-09 
Frequency: Annual 
Supersedes: 88-117 


PREPARED BY 
AMERICAN EMBASSY KATHMANDU 


s 


States OF 


U.S. DEPARTMENT OF COMMERCE 
International Trade Administration 
Washington, D.C. 20230 


Available by subscription from the Superintendent of Documents, GPO, Washington, D.C. 20402. Annual subscrip- 
tion, $55.00. Foreign mailing $13.75 additional. Single copies, $1.00, available from Publications Sales Branch, 
Room 1617, U.S. Department of Commerce, Washington, D.C. 20230. 





KEY ECONOMIC INDICATORS - NEPAL 


Cin millions of U.S. dollars unless noted) 


Nepal FY ins mid-Jul 


Domestic Economy 
Population (millions) 
Population growth (%) 
GDP in current dollars 
GNP in current dollars 
GDP constant Nepali Rupees 
FY 74/75 Base (% Change) 
Consumer Price Index (% Change) 


Production and Employment 


FY 86/87 FY 87/88 FY 88/89 _ FY 89/90* 


17.5 18.0 18.4 18.9 
2.66 2.66 2.66 2.66 
2,689.7 3,083.4 2,995.0 n.a. 
2,744.0 3,155.0 n.a. n.a. 


2.65 9.75 1.53 
13.3 11.0 10.1 


Non-agriculture labor force (1981 Census - thousands) 


Industrial output index (FY74/75 = 100) 


313.6 327.8 


Cash crop production index (FY74/75 = 100) 178.5 223.0 


Government expenditures 
Government revenue 
Receipt of foreign loans/grants 


Balance of Payments 
Exports (F.0.B.) 


Imports (C.1.F.) 

Trade balance 

Current account balance 

Stock of foreign debt 

Debt service as % 
of all exports ** 
of non-Indian exports 

Gross foreign exchange reserves 
(year end) 

Average exchange rate for year 
(NR per US$1.00) 


U.S.-Nepal_ Trade/Aid 
U.S. exports to Nepal 
U.S. imports from Nepal 
U.S. share of Nepal exports (%) 
U.S. share of Nepal imports (%) 


534.8 638.6 
277.5 334.1 
185.4 267.8 


187.0 
630.4 
-443.4 
-210.1 
946.6 


26.9 
23.2 


336.2 


22.0 


4.0 t29 n.a. 


28.1 42.0 n.a. 


20.2 21.9 n.a. 
0.1 1-2 n.a. 


U.S. economic aid disbursements (average 15.0 per year obligations) 


--Principal U.S. exports to Nepal: medicine; machinery and spare parts; milk 
products; principal U.S. imports from Nepal: ready-made garments and carpets. 


* Statistics for all years are subject to revision; FY 1989/90 data are 
projections. ** Debt service equals principal plus interest payments. Indian 
exports do not earn foreign exchange necessary to repay debt. Sources: Nepal 
Economic Survey FY88/89; IBRD/IMF/USAID reports; Central Bank. 





SUMMARY 


Nepal is a small landlocked nation sandwiched between two giants -- China 
and India. It is a land of tremendous geographical and ecological 
diversity, with terrain ranging from the highest mountains in the world to 
almost sea level plains. Over 90 percent of the population is engaged in 
subsistence agriculture and the average per capita income is $160. Isolated 
villages exist where life goes on much as it did 100 years ago and where per 
capita income may be as low as $20. In contrast are the more urban centers, 
such as Kathmandu and the cities along the Indian border, where per capita 
income may range as high as $600. 


Nepal was virtually closed to the outside world until 1950. Developmental 
projects initiated since then -- financed largely by multilateral and 
bilateral donors -- have aided in constructing infrastructure, improving 
education and health, and developing commercial agriculture and industry. 
Between 1975 and 1980, real growth of gross domestic product (GDP) was 
estimated at 2.3 percent per year. During the early 1980s, real GDP growth 
averaged 4 percent. In the late 1980s this figure approached 5 percent, but 


declined to an estimated -1.5 percent in FY 1988/89 for reasons described 
below. 


The balance of payments is structurally weak and the government’s fiscal 
situation precarious. Both problems are being addressed by a structural 
adjustment program supported by the International Monetary Fund and the 
International Development Agency. Major policy redirections include 
controlling the expansion of domestic credit, reforming the trade regime and 


exchange rate system, tighter fiscal controls and a more progressive 
industrial policy (emphasizing foreign investment and export promotion). 


Until March 23, 1989, when India allowed existing trade and transit treaties 
with Nepal to lapse, India dominated Nepal’s trade and much of its domestic 
economy. The ongoing trade/transit dispute is severely affecting Nepal’s 
economy. India had been both Nepal’s dominant supplier and its major 
market. The currencies of the two nations were easily convertible. Tariffs 
on many items were low or nonexistent. Goods and people moved freely across 
the 500 mile border. (Unreported trade was estimated by some as nearly 
equal to or greater than reported trade.) 


Nepal is now attempting to diversify its trade and asserts that it wishes 
only a most-favored-nation relationship with India. This would be less 
favorable in many ways for Nepal than the former arrangement. Regardless of 
its form, the new economic relationship with India will require a major 
reorientation of Nepal’s trade and economic planning. Along with the 
inevitable strains of economic adjustment, however, Nepalese exporters to 
India are now released from the requirement of the former trade treaty for 
80 percent Nepali/Indian "local content" to qualify for preferential 
treatment. This brings new opportunities for third-country businessmen. 
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CURRENT ECONOMIC SITUATION AND TRENDS 


Aggregate economic indicators for FY 1988-89 -- ending mid-July -- are less 
reliable than in the past due to the major economic adjustments taking place 
since the lapse in late March of trade and transit treaties with India. 
Government figures show a current account deficit of $68.4 million for the 
first nine months of FY 1988/89. In mid-April 1989, foreign exchange 
reserves were estimated to be equivalent to 8.3 months of imports, compared 
with 6.8 months’ equivalent in mid-March 1988. The figure is believed to 
have fallen since then as Nepal drew on foreign exchange reserves to cope 
with the trade/transit dispute with India. 


Continuing the trend of past years, exports of carpets and ready-made 
garments grew significantly in the first nine months of the 1988/89 fiscal 
year, i.e., prior to the curtailment of trade with India, reflecting policy 
changes introduced in 1987 to aid exports. Growth in these exports was the 
prime factor contributing to a 19 percent overall increase in exports over 
the same period in the previous year. Imports in the same nine months, July 
1988 - March 1989, also grew. A more liberal import policy, the purchase of 
big-ticket items such as aircraft and increased imports of project goods 
accounted for this growth. However, in the last three months of the 1988/89 
fiscal year, i.e. April - June 1989, the overall volume of trade declined 


reflecting a sharp fall-off in exports to India and reduced imports from 
India and third countries. 


Total real GDP declined by 1.5 percent for the fiscal year as the disruption 
in trade with India resulted in severe shortages of petroleum products, coal 
and spare parts. These shortages had a lesser impact on the agricultural 
sector, which grew by 3.1 percent while the nonagricultural sector declined 
by 9.5 percent. Food crop production grew by 12.3 percent. Cash crops grew 
by 11.5 percent. (Both, however, grew less rapidly than in 1987/88.) The 
effects of the trade/transit dispute were minimal because major crops had 
been harvested and seeds for the next crop had been purchased. Observers 
expect a greater impact on agricultural production next year due to rising 
prices of agricultural inputs. 


Industry in Nepal is basic, unsophisticated and vulnerable to the vagaries 
of international trade. Most factories in Nepal are small and based on low 
technology. The larger factories are governmental operations. in FY 
1988/89, public enterprises producing leather goods, sugar, brick, tile and 
cement increased in capacity utilization. In other operations, including 
beer, agricultural tools and tobacco, capacity utilization declined. On the 
whole, return on investment in public enterprises declined. Part of this 
decline is attributable to shortages and increased costs caused by the 
trade/transit dispute. 


The overall industrial production index (base year 1974/75=100), after 
rising from 313.6 in 1986/87 to 327.8 in 1987/88, is expected to fall to 





- 5- 


313.1 for 1988/89 due to the dispute with India and the resulting shortages 
in raw materials, petroleum, coal and spare parts. Some factories have been 
forced to shut down. Others are operating at reduced capacity. This 
situation is expected to continue until Nepal and India reach a new 
agreement and until Nepal’s economy adjusts to the new arrangements. 


To help ameliorate these conditions, the government instituted a program of 
subsidies and incentives to encourage exports to third countries. Cash 
subsidies are now offered on selected exports, e.g., hides and skins, fresh 
and dry ginger, ghee (clarified butter), herbs, pulses, etc. The government 
is also facilitating visits by both importers and exporters to third 
countries to enable them to explore alternative suppliers and markets. 


The development of tourism, a major source of foreign exchange, continues to 
receive high government priority. The year ending mid-December 1988 showed 
a 7.2 increase over the previous 12 month period to 266,000 travelers. In 
FY 1986/87, the most recent period for which data are available, tourism 
accounted for 23.9 percent of total foreign exchange earnings. Despite some 
adverse publicity on the shortages created by the trade/transit dispute, 
preliminary indications as the tourist season began in October 1989 
indicated nearly full hotel bookings. 


Money supply in the first nine months of the fiscal year grew 16.3 percent 
(in rupee terms) over the same period the previous year. Domestic credit 
grew more rapidly (13.5 percent) than in the previous year through the 
expansion of credit to the private sector and to the government. Net 
foreign assets grew a substantial 32.9 percent in rupee terms. This, 
however, was lower than the 46.7 percent increase during the same period the 
previous year. Inflation was estimated at 10.1 percent for the first nine 
months. Inflation is expected to grow as the impact of the trade and 


transit impasse with India spreads and the higher cost of many imported 
goods is absorbed. 


On the fiscal side, domestic revenues in FY 1988/89 showed a 9.4 percent 
decline in dollar terms over the prior year. Foreign loans and grants, as 
well, decreased by 10.2 percent. As a percent of total revenue, domestic 
revenue occupied 49 percent; foreign loans, 27 percent; and foreign grants, 
12 percent. (this compares with 48 percent, 32 percent and 13 percent, 
respectively, in FY 1987/88.) The remaining 12 percent came from domestic 
borrowing and drawing down from the cash balance. 


The FY 1989/90 budget calls for an increase in government expenditures. The 
percentage of total expenditures devoted to regular expenditures is to 
increase 8.1 percent over the previous fiscal year, while that for 
developmental expenditures is to grow by only 1.7 percent. The government 
assumes a modest decline in domestic revenues coupled with an increase in 
foreign loans and grants. Exact data are lacking in this regard. Concern 
continues that the government’s budget for FY 1989/90 gives insufficient 
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attention to structural adjustment and that the growth rate of domestic 
resource mobilization is not adequate to support projected levels of 
development even if foreign loans and grants are forthcoming. In the 
continuing trade/transit impasse with India, the ongoing shift away from 
open, taxable, measurable operations is expected by some observers to 
further reduce domestic revenues. 


B. IMPLICATIONS FOR THE UNITED STATES 


The trade/transit dispute between Nepal and India did not appear close to 
early resolution. The restructuring of this long-term relationship is 
expected to be slow and painful for Nepal. Yet, on the plus side, the 
expiration of the old treaties (which required India-bound products to have 
80 percent Nepali/Indian content to qualify for preferential treatment) 


allows local importers to choose from among international suppliers for the 
first time. 


Nepal’s small consumer population, underdeveloped economy and remoteness 
make it a difficult export target. Nonetheless, the new opportunities 
afforded to third country suppliers and recent government policy changes to 
facilitate trade with other countries than India make the prognosis for 
increased U.S. exports better than ever. The nondevelopmental market 
consists primarily of Indian tourists and affluent Nepalese urbanites. 
Demand is centered around consumer electronics, fine textiles, fancy foods 
and toiletries. To minimize risk in the initial stages, new commercial 
ventures might best be handled through Nepalese sales agents or through 
offshore (perhaps Bangkok or Singapore) agents or brokers. The latter 
approach has the added benefit of access to other Asian markets. 


Nepal’s future development will continue to rely heavily on 
capital-intensive projects. Supplying U.S. goods and services for 
developmental projects could present significant opportunities for American 
business in certain specialized fields, such as hydroelectric power 
generation. Opportunities for consultancy, contracting and, to a lesser 
degree, equipment sales also exist. While no statistics are readily 
available, estimating the market at some $100 to $200 million per year is 
not unrealistic. The larger projects (financed by the Asian Development 


Bank and the World Bank Group) are advertised and subject to competitive 
selection procedures. 


Current U.S. investment in Nepal is very small, but opportunities do exist. 
Favorable factors include political stability, low labor rates, improved 
banking and telecommunication facilities and substantial government 
incentives for foreign investors. Investors committed to a long-term 
outlook might best concentrate on operations that will increase Nepal’s 
exports or substitute for current imports. Additional opportunities exist 
in the growing tourism industry (now served by commercial and charter 
flights to Europe and Japan) and in forestry products, spices and herbs. 
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